A. Sweden
Traditionally, most public Swedish corporations were dominated by a few large shareholders.
2 Their power stemmed largely from owning stock with higher voting than financial rights.
3 CEOs had much less influence than they do in the United States. 4 However, the influence of most prominent families has now waned. 5 Foreign ownership (mainly by British and American institutional investors) of publicly traded finding the right people to serve on boards," 15 and so many NCs retain professional search consultants to assist them in this task. 16 "The CEO and other members of the executive management cannot be members of the committee. The chairman and other members of the board can be members of the committee . . . ." 17 Most NCs have five members, and "[n]ormally the largest shareholders are entitled to appoint one member each."
18 "The Swedish Shareholder Association, which represents small investors, is granted a seat on behalf of these small shareholders in several firms . . . ."
19 "In most companies the shareholders forming the [nominating committee] will account for 15-25% of the votes to be cast . . . ." 20 In some cases, institutions will purchase stock in a company for the express purpose of seeking representation on its nominating committee. 21 " [M] embers of the nomination committee are to promote the interests of all shareholders." 22 As a consequence, "the traditional owners have to share their influence with other types of owners (i.e., local institutional investors)." 23 The Annual General Meeting is not just an event, but an institution; it "stands at the peak of a governance hierarchy,"
24 "with the board being fully subordinate to the AGM."
25 "The shareholders' meeting is a limited company's highest decision-making body . . . . [T] he shareholders' meeting has a sovereign role over the board of directors http://ssrn.com/abstract=1651582.
15. TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 3. The committee sometimes interviews potential directors and people who have worked with them. Id. at 21.
16. PER LEKVALL, SWED. CORPORATE GOVERNANCE BD., NOMINATION COMMITTEES IN SWEDISH LISTED COMPANIES 1-2 (2008), available at http://www.corporategovernanceboard.se /media/1531/nomination%20committees%20in%20swedish%20listed%20companies%20-%20a rtikel%20i%20icgn%20yearbook%202008.pdf.
17. Eckbo et al., supra note 14, at 31-32; see also Poulsen et al., supra note 8, at 331 (" [T] he chairman of the board is invited to participate for informational reasons.").
18. Eckbo et al., supra note 14, at 32; see also TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 20 ("The [nominating committee] usually comprises representatives of the four or five largest shareholders and the chairman of the board.").
19. Poulsen et al., supra note 8, at 332. 20. TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 20. 21. See, e.g., Engvall & Holmberg, supra note 3, at 2 (citing the purchase by Cevian Capital of stock in Volvo).
22. THE SWEDISH CORPORATE GOVERNANCE CODE, supra note 10, at 14; Eckbo et al., supra note 14, at 31 (citing THE SWEDISH CORPORATE GOVERNANCE CODE).
23. Larsson-Olaison, supra note 2, at 346. 24. TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 4. The real power of the AGM in Sweden contrasts with its status in many other European countries where most companies are dominated by a few shareholders and AGMs "are often seen only as rituals . . . or 'annual headaches.'" Poulsen et al., supra note 8, at 330.
25. LEKVALL, supra note 16, at 1. and the chief executive officer." 26 It has "exclusive decision-making powers on certain matters, e.g. changes to the articles of association, election of board members and auditor and adoption of the balance sheet and income statement."
27 "The board is obliged to follow any specific directives passed by the shareholders' meeting, providing these do not contravene" the law or the corporation's charter. 28 In addition to its control of the company through the nomination committee, the AGM "can, if necessary, issue instructions to the board." 29 Although the nominating committee also recommends the company auditor and the remuneration of each member of the Board of Directors, 30 the ultimate decision on remuneration lies with the AGM. 31 The auditor reports to the AGM and, in addition to the usual audit functions, has a duty "to review the performance of the board and the CEO." 32 The auditor's report must state "if any board member or the CEO has acted in a way that may give cause for liability for damages." 33 The board has a remuneration committee to set the compensation for executives, but its members are chosen by the AGM and "are to be independent of the company and its executive management." 34 The NC also evaluates the performance of directors, often with the participation of outside professionals. 35 "Boards are subordinate to the AGM and the executive subordinate to the board-so it may be said that the Swedish system is 'owner-centric. '" 36 Shareholder primacy is also ensured by specific rules. For instance, the Corporate Governance Code states: "Share-and share-price-related incentive programmes are to be designed with the aim of achieving increased alignment between the interests of the participating individual and the company's shareholders." 37 Moreover, equity compensation plans (such as stock options) for executives must be approved by a ninety percent vote of the shareholders! 38 26. THE SWEDISH CORPORATE GOVERNANCE CODE, supra note 10, at 9. 27. Id. at 10. 28. Id. 29. TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 4. 30. THE SWEDISH CORPORATE GOVERNANCE CODE, supra note 10, at 14. 31. In particular, " [t] he shareholders' meeting is to decide on all share and share-price related incentive schemes for the executive management." Id. at 23.
32. Lekvall, supra note 6, at 372. 33. Id. 34. TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 22. 35. See Carlsson, supra note 6, at 1049; see also TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 21 ("In some cases committee members will interview each director to help them make their own evaluations . . . . In undertaking their evaluation, boards are most likely to use an external consultant once every two or three years.").
36. TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 14. 37. THE SWEDISH CORPORATE GOVERNANCE CODE, supra note 10, at 23. Despite the initial opposition to greater power for outside investors, the new system quickly achieved wide acceptance-even when a nominating committee recommended the termination of five directors of one company. 39 The transformation was so well-received "it is almost as if nobody ever opposed the nomination committee concept." 40 In some cases, this happened even before the revision of the Corporate Governance Code. For example, Volvo-one of the few Swedish companies "not connected to an ownership sphere and thereby traditionally regarded as being under managerial control" 41 -instituted an election committee "composed of representatives of large institutional investors with no directors included" in 1998. 42 The change precipitated no strife.
The new system has been implemented with very little turmoil. "Typically, the nominees to the board listed in the [AGM] agenda are the ones proposed by the nomination committee," and no shareholder proposes opponents. 43 Investors are not at each other's throats. Managers who consider the choices of the NC to lack proper vision or knowledge could offer an opposing slate at the AGM and solicit proxies on its behalf, but they rarely do so. 44 Disputes seem to be fairly rare and minor. 45 In general, "[NCs] function as a vehicle for . . . negotiated compromises between small shareholders and controlling shareholders."
46 "While large shareholders generally have a dominating position in the nomination committee, the rationale for electing the committee at the annual general meeting is precisely to give small shareholders a say (large shareholders could easily meet in private if 39 . See TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 18 (stating that shareholders of TeliaSonera "overwhelmingly supported" the move).
40. Larsson-Olaison, supra note 2, at 337. 41. Id.; Carlsson, supra note 6, at 1049 ("The new practice is strongly supported by most institutional investors such as pension and mutual funds providing opportunities for them to have an impact on board composition.").
42. Larsson-Olaison, supra note 2, at 337-38. 43. See Eckbo et al., supra note 14, at 34. 44. See TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 19 ("Counter-proposals were a feature of shareholder meetings twenty years ago or so, but now are rare.").
45. See, e.g., Engvall & Holmberg, supra note 3, at 2 (stating that the purchase by Cevian Capital of a large stake in Volvo in order to take a seat on its nomination committee "met strong resistance from, among others, Swedish pension funds"). Engvall and Holmberg also claim that "conflicting interests that can occur between controlling owners that can extract private benefits and non-controlling owners." Id. at 34. However, their only evidence of friction is that representation of pension funds on Swedish nominating committees has resulted in higher board turnover in smaller public companies. See id. The traditional controlling owners may not welcome these changes, but they seem to be accepting them as they occur. See supra notes 39-42 and accompanying text; infra note 55 and accompanying text.
46. Poulsen et al., supra note 8, at 329. they desired)."
47
What of "short-termism," the bugaboo of critics of shareholder primacy in the United States?
[T]his is rarely seen as an issue in practice. Instead, the annual cycle is viewed positively as a regular opportunity for shareholders to confirm they are happy with the direction the company is going. Two factors contribute to this outcome. First, the members of the nomination committee usually are taking a longer-term view and are not striving for quick gains . . . . Secondly, the hierarchy in the Swedish system makes it clear that a [nominating committee] is not taking over the job of a board. Strategic decisions are delegated to the board and the shareholders have no say in those decisions . . . .
48
In fact, "active shareholder engagement in the nomination process has increased confidence in the board function . . . ." 49 The system "puts extra pressure on the board of directors to . . . create more value for the shareholders."
50
It also does not seem to be a major problem that shareholders with representatives on the NC become, to some extent, insiders. At first glance, such a structure of governance would seem to pose two inherent problems. First, these shareholders might on occasion have inside information about the company and therefore be forbidden to trade in its stock. However, the NC does not meet very often and it does not get much material nonpublic information, so "the risk of being an insider does not materialise very often." 51 Moreover, an investor concerned about such a problem could decline to appoint a representative or could have its representative resign. Alternatively, the representative can simply not transmit inside information to the investor.
The second inherent problem posed by insider status is the potential for investors to exploit their NC representation through preferential selfdealing with the company. However, there is no evidence that this has 47 . Id. at 331-32. 48. TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 26. However, " [a] shareholder with a short-term strategy can influence the discussions at the [nominating committee], and may succeed in getting a sympathetic director appointed to the board, but only when they have convinced the [committee] and ultimately, the AGM." Id. at 32. Rolf Carlsson has expressed concerns about use of the NC by "short term activist[s]" to achieve their goals. Carlsson, supra note 6, at 1049-50. However, I have not found even an allegation of an incident where a company was damaged by such behavior. Moreover, despite this reservation, Carlsson favors retention of the NC system. See infra notes 56-57 and accompanying text.
49. TOMORROW'S CORPORATE GOVERNANCE, supra note 5, at 4. 50. Id. at 25 (quoting an interviewee). 51. Id. at 33.
been an actual problem-or even perceived as a serious potential problem-in Sweden. That is not surprising. 52 First, most large shareholders (like pension funds) do not have any activities that would lend themselves to self-dealing with an industrial company. The private benefits of having a representative on the NC are so meager that some eligible shareholders decline the opportunity. 53 Second, other members of the NC and all members of the board and executive management could be expected to know of, and object to, such self-dealing. Lastly, other shareholders could also be expected to know of an investor's potential for self-dealing. Although it is customary to give the largest shareholders representation on the NC, it is not mandatory. If the other shareholders fear self-dealing by a particular shareholder, they can simply deny that shareholder representation on the NC.
In some respects, the Swedes actually regulate conflicts of interest more rigorously than Americans do. For instance, if the board or its remuneration committee "uses the services of an external consultant, it is to ensure that there is no conflict of interest regarding other assignments this consultant may have for the company or its executive management." 54 By contrast, such conflicts of interest of compensation consultants are common in the U.S. 55 In sum:
[T]he quality of board nomination processes in Swedish companies has improved significantly over the last few years. The 'old boys' network' criticism of just a few years ago has all but vanished . . . . There is little or no support in the Swedish business community and securities market for a change towards the concept of a subcommittee of the board nominating board members. The present model is generally considered to work well and be better adapted to the Swedish governance system.
56
Comparing the two systems, one Swedish commentator provided the following critique:
[I]n some countries companies are controlled by their executive management. Such cases are the US corporations . . . . [T]he Board . . . to a large extent is dominated by the Chairman/CEO. Shareholders experience all kinds of impediments to get any real influence on board nominations and elections.
57
A Danish scholar says that the American corporate governance system "would seem to look upon shareholders much as landowners looked on peasants in pre-revolutionary Russia."
58
The Swedish Corporate Governance Board explicitly recognizes its investor-centered governance system as a weapon in the struggle to attract investment capital:
Good corporate governance is a question of ensuring that companies are run as efficiently as possible on behalf of their shareholders. The confidence of existing and potential shareholders that such is the case is crucial to their interest in investing in companies, thus securing corporate Sweden's supply of risk capital.
59
The Swedish economy "is currently a star performer, with economic growth faster than that of any other wealthy nation . . . ." 60 Of course, Sweden's robust growth cannot be ascribed solely to its corporate governance system, but it is suggestive. 56 . LEKVALL, supra note 16, at 2; see also Carlsson, supra note 6, at 1050 ("There are scattered voices in favour of Sweden following the Anglo-Saxon practice of including the nomination committee as part of the board. Fortunately, a solid majority is against such abuse of sound corporate governance principles.").
57 68. See Santella et al., supra note 5, at 1 ("We also find through descriptive statistics that institutional investors in the US seem to have a more adversarial voting pattern vis-à-vis company managements than in the UK; this might be due to the fewer voting rights given to shareholders by the US regulatory framework.").
69. The supposedly sovereign power of American shareholders through voting is nothing more than an illusion. 76 Shareholder rights in the United States are so weak that Rupert Murdoch's News Corp. changed its incorporation from Australia to Delaware: "gaining access to Delaware's pro-managerial governance regime was an important aspect of the reincorporation decision."
77 "The net result of News Corp.'s move from Australia to Delaware was an appreciable reduction in shareholder rights and an enhancement of managerial powers, including the power to implement 'poison pills'-a power unavailable in Australia." 78 
II. THE RELEVANCE OF THE SWEDISH EXPERIENCE TO THE UNITED STATES
All of the evidence suggests that shareholder primacy works well for Sweden. This Part considers possible arguments as to why it would not work well in the United States, and in turn rebuts each of those arguments.
A. Shareholder Conflicts
One possible objection is that American "investors are dispersed, diverse and wholly unused to playing nomination roles even if companies were eager to test drive the [Swedish] practice." 79 This criticism seems unfounded. First, the physical dispersion of investors is unimportant in the age of electronic communication. The significance of their physical dispersion has been further reduced by the rise of proxy advisory services, which serve as de facto coordinators of proxy voting by institutional investors. 80 In turn, "institutional investors decrease information asymmetry" between management and shareholders. 81 Moreover, Swedish investors are at least as physically dispersed as American shareholders. Forty percent of public company shares are held by foreign investors, many of which are American. 82 Finally, stock ownership in U.S. companies has been shown to be more concentrated than previously thought and may not be much more fragmented than in other industrialized countries.
83
A related objection to shareholder power is that the interests of different shareholders vary; some allegedly do not want to maximize share value. These investors can wreak havoc by engaging in "empty voting"-in other words, by acquiring and exercising voting power in excess of their economic share ownership. 84 If shareholders had control, it is charged, public companies would be torn asunder by warring factions of investors.
85 Accordingly, investors actually like to be impotent: "shareholders will prefer to irrevocably delegate decisionmaking authority to some smaller group, as, in the long run, this will maximize shareholder wealth."
86
This preference is supposedly evidenced by the frequency of antitakeover devices (ATDs) in the charters of companies going public through an initial public offering (IPO). If these devices impaired stock value by an amount greater than their value to the insiders, it is argued, efficiency dictates that they would not be there, so they must be efficient. Both these arguments have been questioned. Empty voting has not yet been a problem; those sounding the alarm have not shown a single instance where it altered the outcome of a shareholder vote. And empty voting is unlikely to become a problem. For outside investors, it depends on stock lending, which "is, to an important degree, selfpolicing." 88 One situation in which disparate voting and economic interests may cause serious problems is dual class stock (where a corporation has multiple classes of voting stock with disparate voting rights). 89 In these situations, however, the holders of superior voting rights are always insiders, not institutional investors. 90 Except for a few types of shareholders-such as labor unions, politically motivated investors, and investors who do business with the company-who typically hold just a small fraction of a company's stock, and whose identity and motives are well known to other shareholders, nearly all shareholders favor the goal of maximizing share price. 91 This fact is demonstrated by the lack of actual shareholder conflicts at shareholder meetings: "shareholders do not have the kinds of disputes one would expect if they were a diverse group of Americans engaged in a struggle to make corporations in their images." 92 CEO domination and seize power for themselves. 93 Even if they do not crave CEO domination, perhaps they are indifferent about it.
Some believe that investors' failure to wage war stems not from their satisfaction with CEO dominance but from unfavorable default rules, 94 the high cost of corporate warfare, and the shareholders' collective action problem. 95 Among other things, management can pay for its proxy campaign from the corporate treasury (that is, with the shareholders' own money), while shareholders must finance their fight through voluntary contributions. Although all stockholders share pro rata in any benefits realized by a proxy fight, no shareholder can be compelled to help finance the effort. This ability of shareholders to "free ride" makes a broad-based proxy fight impossible in practice. As a result, proxy fights are extremely rare.
96
Market behavior confirms this skepticism that investors are content with CEO dominance. Companies with strong shareholder rights outperform others. 97 In the recent financial meltdown, boards of directors in general "played an abysmal role."
98 However, firms with boards with "true independence"-that is, with a majority of directors with no compromising connections with the CEO-performed better than others during the crisis. 99 The experience suggests that boards should be more accountable to shareholders, not less.
The persistence of poison pills and other ATDs in IPOs is indeed a problem for advocates of shareholder primacy, but not a huge one. The 93. "CEO domination" is a more accurate characterization of most public companies today than "director primacy." See infra note 153 and accompanying text.
94. For example, in Delaware, amendment of the corporate charter requires first a resolution of the board, then a shareholder vote. See DEL. CODE ANN. tit. 8, § 242(b)(1). Thus, it is impossible for investors to amend the charter in the face of an entrenched board, no matter how large the majority in favor of change. 100 There are often tax benefits to executives from underpricing an IPO, 101 so the executives may prefer to have ATDs that benefit them, even at the cost of a lower price for the stock in the IPO.
Further, most IPOs sell much less than half a company's stock to the public, so most new public firms do not have enough publicly traded stock to make a hostile takeover even a mathematical possibility. The detriment of the poison pill to stock value, then, must be discounted for the probability that the company will not be a takeover target for many years and likely will never be a target.
If ATDs are properly priced and the control group accepts their cost, then investors should have no cause to complain about them, but it's not at all clear that this is the case. Underwriters and others who participate in pricing IPOs can only guess at the effect of myriad factors on the stock's market value, of which ATDs are just minor ones. 102 Many purchasers in IPOs are individuals who are not very sophisticated; the selling team may calculate (rightly or wrongly) that these customers do not properly value strong corporate governance. 103 In sum, there are too many uncertainties in the IPO process to consider the persistence of ATDs conclusive proof of their efficiency. Moreover, the use of most ATDs is discretionary with the board of directors, and the board is supposed to act in the interests of the shareholders in handling takeover bids. 104 Clearly ATDs can be used to benefit shareholders, as when a board uses a poison pill to hold a bidder at bay while the board seeks a higher bid. Problems arise only when a board employs ATDs to benefit the managers, not the shareholders. If American boards were responsive to shareholders, as they are in Sweden, ATDs would not be a problem.
The experience of Sweden provides strong evidence that all the concerns about shareholder primacy are unfounded. Shareholder control has not led to warfare among different investors. 105 The current Swedish situation has evolved slowly, so it is impossible to perform an event study of how the change affected Swedish stock prices. Moreover, the former situation in Sweden was typically domination by one or two shareholders, so it is unclear whether adoption of the new system affected stock prices there as much as it would if that system were instituted here. However, it is significant that none of the players in Sweden are complaining about shareholder primacy because of intershareholder conflicts-or for any other reason. Neither are British investors complaining about their greater power generally or, specifically, about the absence of antitakeover devices in Britain.
It is true that American investors are "wholly unused to playing nomination roles" because they have been rigorously excluded from a major role in corporate governance, but the transfer of such power did not cause problems in Sweden. 106 Moreover, some American investors are already preparing for such a role. "CalPERS is leading a quiet project designed to create a pool of pre-selected investor-oriented directors. Funds could tap them when using access rights." Another objection to shareholder primacy in America is that many American investors are alleged to be short-sighted. 108 fundamental shareholder conflicts, this charge has always seemed dubious on its face. Rational investors should favor long-term projects that will maximize long-term shareholder wealth.
Corporate finance theory confirms this intuition. The Efficient Capital Markets Hypothesis (ECMH) holds that capital markets efficiently price securities at the present value of all expected future returns. 109 The short-termism theory posits that wise long-termist managers are pressured by short-termist shareholders (like hedge funds) into adopting policies that will damage the company in the long run (like cutting research and development). If this were so, the very news of hedge fund activism would alert shareholders to the looming blunder. Even if investors did not realize this on their own, the company's farsighted managers would protest, and the awakened shareholders would rally behind them. In fact, this does not happen, and other investors do not flee companies targeted by hedge fund activists; rather, they hang on or jump in. 110 Further, according to the ECMH, if a company makes unwise changes of any kind, the market should recognize the wrong turn and send the company's stock price down. Yet, all the evidence of hedge fund activism is to the contrary: "Hedge fund intervention does not as a systemic matter impact negatively on" research and development. of both production efficiency and capital re-allocation." 114 Stock prices of companies targeted by hedge funds tend not only to rise but also to retain their gains. 115 The latter phenomenon is hardly surprising since any tendency for the share prices of targeted companies first to rise and later to fall would violate the ECMH.
116
Allegations of short-termism are further belied by the published positions of Institutional Shareholder Services, the leading proxy advisory firm. Its declared approach to evaluating pay-for-performance features evaluations over three-and five-year periods. 117 As one commentator has said of the charge of short-termism, "there is not a lot of empirical data to back it up." 118 Another has stated, "no one has demonstrated that the long/short phenomenon exists." 116. If such a pattern could be perceived, astute investors would sell the company's stock and sell it short before it dropped. But if shrewd shareholders did that, the stock price would never rise to begin with. And if the stock price never rose to begin with, hedge funds could not profit by this ploy. It is telling that no advocate of the short-termist hypothesis has advocated investing on the basis of its corollary market postulates. 120 However, most of these questions concern broader market behavior, such as the persistence of the housing market bubble, not the mispricing of individual stocks within an industry. Moreover, for the short-termist hypothesis to be valid, markets cannot just be occasionally, slightly, and randomly inaccurate; they must be frequently and substantially inaccurate in the same, predictable way. Thus the short-term scam artists must fool the stock market repeatedly, despite warnings of managers, who are routinely vindicated but continue to be ignored by investors. If this actually happened, it would raise questions not only about shareholder primacy but about the very idea of markets and a market economy.
See GARY HEWITT & CAROL BOWIE, INST'L S'HOLDER SERVS., EVALUATING PAY FOR PERFORMANCE ALIGNMENT: ISS' QUANTITATIVE
Leveraged buyouts (LBOs) are sometimes claimed to demonstrate the existence of short-termism. LBOs occur, it is argued, because shareholders of a public company coerce its managers to pursue a shortterm strategy; an LBO puts the company into private hands, freeing it from these malevolent pressures. 121 Certainly managers of firms undergoing LBOs often give this explanation for the transaction.
One problem with this explanation is that many investors in the private equity funds that perform LBOs are the same investors that are supposedly the short-termist demons tormenting public companies. Why they would be short-termists in one context and patient capitalists in another is not explained. More important, LBOs invite a very different explanation: public companies incur agency costs. That is, managers follow the typical human tendency to benefit themselves rather than others-namely, the shareholders for whom they are fiduciaries-whereas, shareholders are unable to curb the managers' self-serving behaviors. 122 Thus, a powerful CEO has become more or less synonymous with the concept of waste. 123 numerous, scattered public shareholders with a sophisticated LBO firm that can monitor the managers and design compensation packages that induce them to abandon the wasteful practices that were indulged when the company was public and instead to render their optimal performance.
This curbing-agency-costs explanation seems more plausible than the eliminating-short-termist-public-shareholders rationale.
124 After LBOs, firms often cut unnecessary expenses, sell off unsuitable assets, and lay off unprofitable employees-steps consistent with the former explanation-rather than expanding research and development and inaugurating new projects, which would be predicted by the latter rationale. 125 After LBOs, firms' executive compensation is also "redesign[ed] . . . away from earnings-based and non-financial" bonus criteria to stock options conditioned on performance. 126 Of course, firm managers prefer to ascribe the LBO to impetuous investors, rather than to their own behavior, but these claims are not credible.
Although the interest of shareholders is to maximize the value of the equity, the managers do not always share that interest. Sometimes managers may profit from short-term measures. They may doctor a company's financials and other public disclosures in order to mislead the market and inflate the company's stock price and then unload their stock at the inflated price before they reveal the truth, causing the stock price to fall back to its proper level. 127 Outside investors do not control the company's disclosures and therefore cannot engage in such schemes. Accordingly, it should not be surprising that managers were more responsible than investors for the imprudent choices that led to the recent financial crisis. 128 One recent study of firms' sensitivity to growth opportunities finds "significant distortions as a result of managerial myopia."
129 However, "[c]onsistent with an agency explanation, this investment distortion disappears when we conduct similar tests using only firms with strong corporate governance."
130 In other words, shareholder power is not the cause of, but rather a counter to, short-termism. On the other hand, managers may engage in empire building-that is, they may undertake projects that do not promise at least a market rate of return because those projects will expand the company and justify greater compensation and perquisites.
Of course, managers may honestly disagree with the proposals of activist shareholders. Given the difficulty of predictions in business, it is certain that the activists are not always right and the managers always wrong. However, the market evidence indicates that the investors are usually right. Shareholder primacy should lead to less short-termism, not more, as well as less empire building.
Moreover, we have the benefit of the Swedish experience. There is some evidence that Swedish shareholders tend to hold their stock for longer periods than American investors do. However, there is no requirement that shareholder representatives on Swedish nominating committees have held their stock for any minimum period of time before gaining representation on the nominating committee or that they commit to retain their stock for any minimum period. 131 There is no evidence that shareholder primacy has caused Swedish companies to abandon long-term projects, or to go private in order to escape the tyranny of short-termist investors. 132 Nor is there any such evidence in Britain or other nations that give shareholders more power than the http://ssrn.com/abstract=1991429. In other words, it is the institutional investors that take a long-term view, while at least older CEOs are the short-termists.
128 
United States does.
No one has suggested why American investors would be less rational than investors in these nations. Indeed, American institutions have major investments in Sweden, 133 and they have not clashed with other shareholders there. Are we to believe that these investors are shorttermists in America but not in Sweden?
But even if the short-termism of some investors is cause for concern, it seems that the Swedish system would combat rather than exacerbate the problem. A large shareholder gets only to appoint one member of the nominating committee, which nominates a slate of directors at the next annual meeting. Thus, the shareholder must wait at least a year before having any influence on the composition of the board. A longer wait-probably much longer-would be necessary before the board could alter corporate operations. Indeed, because the Swedish system makes the board responsive to the shareholders and not to the CEO, it ultimately makes it harder for a short-termist activist to complain that an incumbent board is flouting shareholder interests. In sum, the evidence from Sweden and elsewhere is that shareholder control does not cause any problems of short-termism.
C. Shareholder Ignorance
Other commentators have argued against shareholder primacy because investors lack the knowledge requisite to run corporations. 134 They concede that in theory there is a difference between managing and choosing the (best) people to manage, but they insist that in reality the latter necessarily entails the former.
135
Like the other critiques of shareholder power, this one seems unconvincing. A patient can seek and choose the best brain surgeon without interfering with his operation. In any number of fields individuals and organizations choose agents, monitor their performance, and replace agents who are perceived to be inadequate. The process of monitoring may well intrude on the agent's performance, and a principal may choose not to exercise a right to interfere with the agent's performance, but monitoring need not and typically does not substantially impair the benefits of the agent's expertise.
Expertise and informational advantage are not the sole or even the most important, concerns; one must also consider the parties' incentives. Agents and fiduciaries have an incentive to favor their own interests over those of the beneficiaries. That is why we subject agents-no matter how expert they are-to the authority of the principal and fiduciaries to fiduciary duties. That is why we do not let CEOs set their own compensation or make corporate boards formally selfperpetuating.
Some evidence in America contradicts the shareholder-ignorance thesis. The quality of equity compensation proposals improved after the Securities and Exchange Commission (SEC) began requiring shareholder approval of all equity-based executive compensation plans, policies, and practices for large public companies in 2003, 136 and this shareholder "say on pay" has worked well. 137 Similarly, adoption of a majority (rather than plurality) voting requirement for election to a board of directors is also associated with enhanced equity values. 138 Among other things, shareholders have worked to eliminate staggered boards-widely accepted as harmful to the success of a company 139 -and the presence of a large block-holder on a board of directors has resulted in higher (not lower) capital expenditures. 140 Evidently, shareholders know what they are doing.
Moreover, with respect to corporate governance the Swedish experience refutes Professor Stephen Bainbridge's position that shareholders lack the information and incentives to participate usefully in corporate governance. 141 Nomination committees are not supposed to interfere with actual management, and they do not. 142 There is no reason why shareholder primacy would operate any differently here.
D. Self-Dealing by Powerful Shareholders
Another possible concern about shareholder primacy is the possibility of self-dealing by newly empowered shareholders. However, most large investors (like mutual and pension funds) do not engage in activities that would lend themselves to self-dealing, not to mention the several hurdles that would have to be overcome to achieve these unfair profits. First, self-dealing is a breach of fiduciary duty (unless the controlling shareholder sustains the burden of proving that the transaction was entirely fair to the company). 143 Second, under no scenario for effecting shareholder primacy would a single minority shareholder dominate the committee that nominates directors, much less the board itself.
144 Any attempt at self-dealing should be apparent to other members of the nomination committee and to the directors, who would have to approve the transaction. It is hard to imagine that a single minority shareholder could bully this large cast of sophisticated characters into accepting a transaction that would injure the company.
Moreover, the Swedish experience belies this worry, too. It is telling that small shareholders first proposed the Swedish system and that the self-dealing potential of representation on the nomination committee is so remote that some eligible shareholders have waived representation. Of course, it is not impossible that empowered shareholders might occasionally exploit their positions for individual profit. However, no human institution is immune from abuse. The proper question is not whether shareholder primacy would be perfect, but whether it would be better than the alternatives. American public companies already suffer often from self-serving conduct by executives. 147 Directors are supposed to prevent such conduct, but managers often subvert the directors' independence. 148 If shareholders controlled, they would have strong incentives to curb such activity. Perhaps shareholder primacy would not completely eliminate self-dealing, but almost certainly it would reduce it considerably.
E. Employees and the Social Welfare System
Swedish law also treats workers differently than American law does in both corporate governance and in employment law. About 65% of private sector workers in Sweden are unionized. 149 Further, "Swedish law requires that at least three board members represent the employees." 150 However, that is a separate issue from the division of power between, on one side, executives and the board and, on the other, the shareholders.
Professor Christopher Bruner argues that the treatment of employees in corporate governance must be viewed not in isolation but in light of "the deep connection between corporate governance and numerous other forms of regulation that condition relationships within the corporate enterprise." 151 In particular, in America, employers are expected to provide employees with "the very things that government 150. Johanson & Østergren, supra note 2, at 530. The significance of this requirement should not be exaggerated. Employee representatives participate in the board work on equal terms with members appointed by the general meeting with the same duties, rights and responsibilities. As such, they must represent the interest of the company and not (at least not legally) the interests of the employees. This system seems to work although (or perhaps because) employee representatives are commonly known to be rather quiet in the board meetings.
Evis Sinani et al., Corporate Governance in Scandinavia: Comparing Networks and Formal
Institutions, 5 EUR. MGMT. REV. 27, 33 (2008). For a general description of this system of "codetermination," see Carlsson, supra note 6, at 1039-41. In any case, co-determination now "is clearly on its way out, and European law and practice as a whole are moving quickly toward the standard shareholder-oriented model." Hansmann & Kraakman, supra note 62, at 11.
151. Bruner, supra note 67, at 650.
programs do in other countries, namely, protecting workers against the risk of lost income, and providing health and retirement benefits." 152 Even assuming this characterization to be true, it is still unclear how it is relevant to the debate between shareholder primacy and America's current regime, which is to a large extent CEO primacy. 153 To maximize shareholder wealth, employees should be paid only what the market demands for that purpose. If employees are treated better under the American system of CEO domination, then CEOs must be paying employees more than that amount.
On its face this possibility seems barely plausible. CEOs who can divert substantial funds from investors may toss a few pennies to their employees-and by so doing, CEOs could profit by gaining the admiration of those with whom they work daily. However, one would expect CEOs to keep most of the surplus for themselves as well as for the directors and other high executives whose support is necessary or convenient to the CEO. Thus, Professor Lucian Bebchuk dismisses the "employee benefit" justification for CEO domination as a mere cover for management entrenchment and "management slack." 154 The empirical literature seems to confirm this skepticism. There is little or no difference between the compensation of employees of public companies, where shareholder primacy is rare, and employees of privately-owned companies, in which, almost by definition, shareholders exercise ultimate control. 155 In arguing against shareholder primacy, Professor Christopher Bruner invokes the experience of Walmart, which "endeavored to boost returns for shareholders at the expense of other constituencies by 'shifting health care costs' to employees and to taxpayers funding limited state health care programs," but ultimately abandoned this attempt because of broad public opposition. 156 The choice of this precedent is ironic because Walmart, although publicly traded, is still effectively controlled by the corporation's founding family. In other words, the incident proves the opposite of what Professor Bruner intended-it illustrates the irrelevance of corporate governance structure to the vulnerability of well-known retail companies to public opinion.
To support his thesis, Professor Bruner offers another exampleopposition to leveraged hostile tender offers because of their supposed detrimental effect on employees. 157 He is right that this concern was often expressed as a justification for allowing incumbent, CEOcontrolled boards of directors to thwart tender offers that shareholders favored, but it is unclear whether the concern was a valid basis for public opposition, rather than a convenient ruse fabricated by executives seeking to entrench themselves through legislation to be adopted by compliant lawmakers. If the effects of takeovers on employees had been a serious public concern, there would have been no reason to distinguish between hostile and friendly takeovers, and thus the power to thwart takeovers should have been conferred on the employees themselves rather than their bosses. Of course, such legislation was never even suggested, much less adopted.
If the concern had been about leveraged acquisitions-which might raise some valid concerns for workers 158 -legislatures could have singled out mergers financed with debt. They did not. Moreover, if Professor Bruner's distinction between CEO domination and shareholder primacy were central, antitakeover legislation should have distinguished between acquisitions by public companies, which generally feature the former, and acquisitions by private companies, which are generally shareholder-controlled. Again, no such law was even proposed. Antitakeover laws seem to serve primarily to benefit incumbent managers. Although labor representatives may have gone along with these laws, they made no great effort to mold them to benefit employees and seem to have considered these laws a minor issue.
Although Professor Bruner posits that shareholder primacy is more threatening to American workers than to others because American government provides relatively few social welfare benefits, it is still interesting that Swedish workers have registered no objections to the shift to shareholder primacy, especially given that the Corporate Governance Code states that the purpose of corporate governance there is to run companies "as efficiently as possible on behalf of their shareholders. 
F. Corporate Governance and Other Constituencies
A related argument against shareholder power is that not only employees but other constituencies, like customers and communities in which a firm does business, may make various kinds of investments in the firm, investments that might be devalued by a change of the firm's strategy. In that case, "shareholders might reassure stakeholder investors and encourage their specific investment by ceding control to a board that cannot personally profit (as shareholders can) from business strategies that enhance shareholder wealth by destroying the value of other stakeholders' specific investments." 160 Similarly, a board that is not accountable to shareholders (or anyone else) may be more socially responsible; it may "sacrifice profits in the public interest." 161 Professor Lynn Stout argues that directors are more sensitive than "anonymous shareholders" to "shaming or other 'social sanctions' that follow corporate misbehavior."
162 This argument, once again, is unconvincing at best. America has had many corporate scandals in which managers and directors of public companies enriched themselves; they do not seem to have been deterred by the prospect of "shaming."
Further, if Professor Stout were right, we would expect to see more corporate misbehavior and more abuse of outside constituencies by companies that have gone from public to private in LBOs because boards then lose their independence and become subject to the private equity firm as dominant shareholder. I am not aware of any evidence of such a phenomenon. Moreover, outside constituencies and public interest groups have not objected to LBOs, which suggests that they do not share Professor Stout's view.
Finally, the Swedish experience offers no evidence to support her argument. There have been no charges of antisocial behavior by shareholder-dominated companies and no movement to eliminate the new system in order to improve corporate social responsibility. shareholders favor their own powerlessness. 163 This argument is also weak. Shareholders have not chosen powerlessness but have had it imposed upon them because the rules disfavor them. In particular, in a proxy fight shareholders face a collective action problem because they are numerous and must bear their own solicitation costs. 164 By contrast, management is centralized and can pay its costs out of the corporate treasury-that is, their battle against shareholders is financed with the shareholders' own money.
G. If Shareholder Primacy is
Nonetheless, contrary to Professor Bainbridge's claim, shareholders have struggled for a stronger voice in corporate governance, and they have achieved considerable success. 165 Changing conditions have helped, including the rise of activist hedge funds and of proxy advisory services that have reduced the cost of intelligent proxy voting for institutional investors. 166 Traditionally, American institutional investors were passive and followed the "Wall Street Rule"-vote with management or sell. 167 That attitude has been changing for several years, and institutional investors are increasingly assertive. 168 However, it is unclear whether anything shareholders can do would install the Swedish system in the United States. The next section will discuss two ways this might be accomplished.
III. TWO WAYS FORWARD
Instituting shareholder control of American public companies would give the nation a significant economic boost. But how is it to be achieved? Delaware is the domicile now chosen by most American public companies, largely because it favors managers over shareholders. 169 Delaware will not voluntarily surrender the substantial franchise fees it receives by abandoning that bias. shareholder control. However, shareholders could move a public company from Delaware to that state only if they controlled it; but if they already controlled it, they would not need to change its state of incorporation. Thus Delaware is largely immune to interstate competition. Nonetheless, there are two possible paths to shareholder primacy: SEC rulemaking and shareholder-adopted bylaws.
A. SEC Rulemaking
The Dodd-Frank Act gave the Securities and Exchange Commission (SEC) authority to require inclusion of shareholder nominations for the board of directors in an issuer's proxy statement. 170 The SEC could use this power to require issuers to include nominations of, say, a committee of representatives of the issuer's ten largest shareholders. 171 Corporate boards could continue to offer shareholders their own slate of nominees. Shareholders would then choose between the two.
The Commission exercised this statutory authority when it adopted Rule 14a-11, which was struck down by the District of Columbia Circuit Court of Appeals because the SEC had not performed an adequate cost-benefit analysis of the rule. 172 Some critics argued that increasing shareholder power would do more harm than good to corporate governance. 173 However, these critiques were based on debatable assumptions about corporate governance-assumptions that seem to be belied by the Swedish experience.
The rule also attracted a more subtle objection: even if the rule might improve corporate governance, its benefits were outweighed by the costs of compliance for issuers. The critics were answered by supporters of the rule, and both focused on empirical event studies concerning the stock market's reaction to various incidents in the course of the rule's life. 174 Although Rule 14a-11 would have afforded shareholders a new opportunity to place nominations for the board on a corporate proxy statement, the rule was so restrictive and its procedures so cumbersome that investors would probably have made very little use of it. 175 At the same time, Rule 14a-11 would have imposed nontrivial costs on issuers, costs that would have been relatively more burdensome to smaller public companies. 176 As a Danish scholar put it, "The real panacea, that of dominant shareholders, is not available, forcing legislators [here, regulators] to discipline management by the crude and intrusive instrument of law-making." 177 Thus, it is not surprising that the market might have had a slightly negative reaction to adoption of the rule.
Nonetheless, that reaction does not show that enhanced shareholder involvement in corporate governance is invariably unwise; it merely shows that the costs of the SEC's clumsy rule may have outweighed its benefits. The Swedish experience indicates that having directors nominated by representatives of the largest shareholders is beneficial, so an SEC rule providing for inclusion of a slate of the nominees of a committee of a company's largest shareholders should be well-received by the market. Nonetheless, to satisfy potential critics the SEC should allow corporations to opt out of the rule by a majority shareholder vote.
178 I doubt that investors would do so. To be consistent, the rule should also allow shareholders of companies that opt out to be able to opt back into the rule by a majority vote. The incumbent board would remain free to nominate a competing slate, in which case shareholders would choose between them. 179 Such a rule would encounter furious opposition from corporate executives. Even the minor bow to shareholder power in the ill-fated Rule 14a-11 provoked their wrath. A rule that would make them accountable to the owners of their firms would encounter even greater resistance. Given the executives' political power and financial influence in Washington, they might well succeed. However, there is another path that they may not be able to block.
B. Shareholder-Adopted Bylaws
Shareholders may already be able to seize control of public companies through their power to amend the bylaws to create a committee of the ten largest shareholders to nominate directors and provide that the committee's slate of nominees be included on the company's proxy statement. 180 This possibility faces three obstacles. The first is that it might not be supported by holders of a majority of the outstanding shares. Gaining that support is more difficult because abstentions and shares not voted in effect count as negative votes. Further, in a proxy fight, conditions favor management. Shareholders face a collective action problem because they are scattered and must pay their own proxy expenses even though each shareholder will receive only a small fraction of any gains resulting from a successful campaign. 181 Management, however, is centralized and pays its costs out of the corporate treasury. Second, a majority vote might not suffice. A large minority of public companies require a supermajority vote to amend their bylaws. 182 A third obstacle is that the shareholders' power to amend the bylaws coexists with the rule that a corporation is to be "managed by or under the direction of a board of directors."
183 Attempting to reconcile these two provisions, the Delaware Supreme Court held in CA, Inc. v. AFSCME Employees Pension Plan 184 that a shareholder-adopted bylaw may be valid, but that it will not bind the board if it would require the board to breach its fiduciary duties. 185 Would the contemplated bylaw be valid and binding? Shareholders could argue that this situation differs from that in CA, Inc. because the bylaw there required the board to take some action-in that case, to reimburse proxy insurgents who have achieved a certain level of support. 186 For the board to do that might cause it to breach its fiduciary duties if the reimbursement would violate Delaware law.
By contrast, a bylaw establishing a shareholder nomination committee (SNC) could not require the board to take any illegal action. Corporate employees would only have to perform some minimal, ministerial tasks, such as giving notice of the identity of the ten largest shareholders. Further, this bylaw would involve shareholder voting, which Delaware courts have called the "ideological underpinning upon which the legitimacy of directorial power rests." 187 However, fiduciary duties require the board not only to refrain from illegal acts but also to act affirmatively in the best interests of the corporation. A traditional part of this activity is recommending to the shareholders the people whom the board judges best qualified to be directors. Under current conditions, a board's failure to do this could give rise to chaos over the election of directors at the annual shareholder meeting and leave the company vulnerable to miscreants who could seize control and mismanage the company.
188 Such a failure would seem to violate the board's duty to manage.
The existence of an SNC arguably would not relieve the board of its duty to nominate candidates for the board. An SNC could nominate candidates the board considered incompetent or dishonest, or simply not SEC Rule 14a-8 would also be complicated by the restrictions of that rule. See id.
183. DEL. CODE ANN. tit. 8, § 141(a) (2010). The board enjoys this power "except as may be otherwise provided . . . in [the] certificate of incorporation." Id. However, to amend the certificate requires first a resolution of the board and then a shareholder vote. Id. § 242(b)(1). Thus, the shareholders cannot amend the charter unless they already control the board, and if they already control the board they do not need to amend the charter.
184 the best possible candidates. In that case, the board would have not just the right but also a fiduciary duty to offer the shareholders an alternate slate. Thus, it seems that a shareholder-adopted bylaw cannot relieve the board of its duty nominate candidates for the board. Even more so, it cannot deprive the board of its discretion to do so. If the board believed that the shareholder committee's nominees were well-qualified, it could of course support that slate. If it felt otherwise, the board could nominate another slate and leave it to the shareholders to choose between them.
Shareholders are already free to nominate candidates for the board, so establishment of an SNC does not impose shareholders into a realm reserved exclusively to the board. The contemplated bylaw would only require the board to identify the largest shareholders. The only conceivable objection would be that the very existence of such a committee constitutes such a threat to the welfare of the corporation that the board could not properly authorize even this minor, ministerial task. Especially given the significance attached to the shareholder franchise, it seems that such an objection could not possibly prevail.
A bylaw could further provide that the SNC slate shall be included on the corporation's proxy statement. That provision would require the cooperation of the board and the corporate officers who compile the proxy statement, but the cost and threat (if any) to the company of doing so seem so small that the board could not claim that it would be a breach of its fiduciary duty to cooperate. Moreover, even if the board tried to exclude the SNC slate from the proxy statement on the grounds that, in its business judgment, it was better for the corporation to do so, existing SEC rules probably require the board to include the slate. SEC Rule 14a-9 prohibits any proxy solicitation "which omits to state any material fact necessary in order to make the statements therein not false or misleading."
189 "An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important . . . ."
190 Perhaps the nomination of one or two directors by a 3% shareholder (as in proposed Rule 14a-11) would not be considered important by most reasonable shareholders, but the nomination of a full slate by a committee of the company's largest shareholders clearly would be considered important and, therefore, could not be omitted.
Of course, the board could exhort shareholders to reject the SNC's slate and the shareholders might do so, especially if the boardnominated slate had access to the corporate treasury for its proxy expenses and could dramatically outspend the SNC slate. 
